T.C. Meno. 1999-357

UNI TED STATES TAX COURT

ESTATE OF ONA E. HENDRI CKSON, DECEASED,
DONALD G HENDRI CKSON, PERSONAL REPRESENTATI VE, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 13527-97. Fil ed Cctober 25, 1999.

Scott R Cox and Sheldon G G lnman, for petitioner.

Russell D. Pinkerton, for respondent.

CONTENTS

Overvi ew of |ssues and Concl usi ons
FI NDI NGS OF FACT

The Hendrickson Famly Farm . . :
Decedent's G fts of Famly Farm Land : Ce e
| ncone and Losses From Fam |y Farm Operati ons .o 1
Decedent's Share of Investnment Incone of Garry's Estate
Val ue of Coal Mning Rights . . . . . . . . . . . . . 14

= O ©o (o)) N



Distributions From Garry's Estate to Decedent . . . . . 16
Expenses Attributable to Decedent's Investnent |Incone . 17
Net I nvestnment Inconme of Garry's Estate to Wi ch Decedent
Becane Entitled During 1979-93 . . 17
Facts Relating to Petitioner's Primary Posrtron--Exrstence
of Claimed Famly Farm Partnership . . . . . 18

Facts Relating to Petitioner's Secondary Posrtron--
Use of Decedent's Investnent |Incone To Pay Expenses
of Fam |y Farm Consideration Received by Decedent for

OPI NI ON

A

Any | nvestnment Income Not So Used . . . . . . . . . . 21
HEl Receivable . . 2 |
Children's Perfornance of Servrces for Famly Farm. . . 22
Land Bank Loan . . C e e .. .. .o...o.o. 283
Use of Land Bank Loan Proceeds . .. . . 23
I nt erest Deductions C ained by Garry s Estate or Decedent

Wth Respect to Land Bank Loan . . 25
Security for Land Bank Loan I ncl uded |n Decedent s Estate 25
M scel | aneous Facts Relating to Land Bank Loan . . . . . 27

Di d Decedent Make Taxable G fts of Investnent |ncone
Received by Garry's Estate During 1979-93? . . . . . . 27
Rel evance of Decedent's Taxable Gfts to This
Estate Tax Case . . . . . . . . . . . . . . . . . . 29
Broad Definition of "Taxable Ggft" . . . . . . . . . 31
The Parties' Positions--In CGeneral .o .. 33

COw

m

Petitioner's Primary Argunent--Decedent'’ s Transfer

of Investnent Incone WAs a Bona Fide, Odinary

Busi ness Transaction . . . .. . 39
Petitioner's Secondary Awgunent--Decedent Erther

Spent I nvestnent | ncone on Her Om Expenses

or Received Full Consideration for Any |ncone

That Benefited Chrldren Coe . -« . . . . . . A48
1. Petitioner's Estate Accountrng : . . . . 49
2. Unreliability of Petitioner's Accountrng . . . . 50
3. Petitioner's Accounting Shows That Mich of

Decedent's | nvestnent | ncone Was Spent on

Chil dren's Expenses . . .. . . . . b2
4. Decedent Did Not Receive Cbnsrderatron

Claimed by Petitioner for Any |Income Not

Used To Pay Farm Expenses . . . . . . B3
5. No Land Bank Loan Paynents Were Decedent s
Expenses . . . 56

6. Decedent's Incone was hbt LBed To Pay Decedent s
Share of Expenses of Any Busi ness Ot her Than
Famly Farm . . . . . : : .« . . . . . 58



- 3 -

F. Decedent Gave Her Investnent Incone to Children
As Asserted by Respondent on Brief, Except to
Limted Extent I ncome Was Used To Pay Decedent's
Share of Expenses of Fam |y Farm Coe e

1. Is Petitioner Entitled To Deduct a Portion of
Land Bank Loan as Unpaid Mortgage? . .
A. Value of Security Included in Decedent s Estate
B. Uncertainty That Land Bank Loan WI| Ever Be
Pai d by Decedent's Estate . .
1. Petitioner's Section 2053 Deductlon NUst
Be Reduced on Account of Decedent's
Contribution Rights . . .
2. The Val ue of Decedent's Cbntrlbutlon nghts
Cannot Be Determ ned .o .o
3. Decedent s Status as GUarantor or
"Accommodati on" Party . .
C. Conclusion Re Unpaid Mrtgage Deductlon

L1l Unused Excl usions Avail able as Conceded in
Respondent's Brief; Ofset and Deduction for G ft
Taxes Payabl e C e e e e

MVEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

BEGHE, Judge: Respondent determ ned a deficiency of

$1,243,548 in the Federal estate tax of the Estate of Ona E

Hendri ckson, Donald G Hendrickson, personal representative

60
64
65
68

68
70

71
72

74

(petitioner). Respondent also determned a late filing addition

to tax of $248, 710 under section 6651(a)(1).*

1 All section references are to the Internal Revenue Code,
and all Rule references are to the Tax Court Rules of Practice

and Procedure, unless otherw se specifi ed.
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By amended answer, respondent asserted an additi onal
deficiency of $150,178 in estate tax and an additional |ate
filing addition of $30, 035.

Overvi ew of |ssues and Concl usi ons

Fol | owi ng concessions by the parties,? the two i ssues for
decision are the "lifetinme gifts" issue and the "unpai d nortgage"
i ssue.

The lifetinme gifts issue concerns whether, during 1979-93,
Ona E. Hendrickson (decedent) made lifetine taxable gifts to her
children of $913,200 in coal royalties, dividends, and interest
received by the estate of her |ate husband. Petitioner asserts
t hat decedent made no such gifts. According to petitioner
decedent made transfers of her share of the estate’ s investnent
inconme to a "famly farm partnershi p” owned one-half by decedent
and one-half by the children. Petitioner argues that these
transfers were part of a bona fide, ongoing, ordinary business
transaction and therefore were not gifts, regardless of the

shortfall in the pecuniary consideration decedent received for

2 Because petitioner still contests nmuch of the asserted
deficiency in estate tax, petitioner does not concede the anount
of the late filing addition determ ned by respondent. Petitioner
does concede, however, that the addition applies to any
deficiency we redeterm ne.

Respondent has conceded the all owance of the properly
substanti ated expenses of this litigation as additional
adm ni strative expenses of decedent's estate.
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them See sec. 25.2512-8, Gft Tax Regs. Petitioner
alternatively argues that even if no bona fide farm partnership
exi sted, decedent still made no gifts of the investnent incone
because nost or all of the incone was spent on decedent's share
of the famly farm's expenses. Petitioner further asserts that
decedent received full consideration for any incone not so spent
by reason of the children's perfornmance of services for the
famly farmand the recei pt of an indebtedness from Hendri cksons
Enterprise, Inc., a corporation whose shares were owned by the
chil dren and decedent.

Any taxable gifts we find decedent nmade during 1979-93 nust
be taken into account in conputing petitioner's estate tax under
section 2001(b). 1In addition, respondent, in a separate notice,
al so determ ned deficiencies in decedent's Federal gift taxes for
1980-92 on the basis of the sane gifts determned in the estate
tax notice at issue herein. No petition was filed with this
Court concerning the gift tax notice. As of the tinme of trial,
respondent had assessed the gift tax deficiencies but had taken
no action to collect them Respondent's counsel has inforned the
Court that respondent will follow the Court's conclusions in this
case as to the anount of decedent's lifetime taxable gifts, in
any future collection actions with respect to the gift tax

assessnments. As a result, any gifts we find decedent made during
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1979-93 wll also determne petitioner's gift tax liability in
the rel ated controversy.

We concl ude that decedent gave $913, 200 in investnment incone
to the children as argued by respondent on brief, except to the
limted extent we find the incone was used to pay decedent's
share of famly farm expenses.

The unpai d nortgage i ssue concerns whether petitioner may
deduct, as an unpaid nortgage under section 2053(a)(4), part of
t he outstandi ng bal ance (at decedent's death) of a secured bank
| oan. The resolution of this issue requires us to consider the
anmount of the security for the loan that was included in
decedent's estate.

We conclude that petitioner is not entitled to a deduction
for the loan.?

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found; the

stipulation of facts and the related exhibits are incorporated by

this reference.

®In the statutory notice, respondent deni ed any deduction
for the bank | oan and al so asserted that decedent gave the | oan
proceeds to her children. Respondent has since conceded that
these are alternative positions. Qur conclusion that petitioner
may not deduct the outstanding | oan bal ance therefore renders
noot respondent’'s contention that the proceeds of the |loan were a
gift.
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At the time of her death, decedent resided in Warrick
County, Indiana. At the tinme of filing of the petition in this
case, the address of decedent's personal representative, Donald
G Hendrickson, was in Boonville, Indiana, the county seat of
Warrick County. Donald Hendrickson also serves as the judge of
the Warrick County Circuit Court.

Decedent married Garry O Hendrickson (Garry) in 1924,

After nore than 50 years of marriage, Garry died on July 6, 1979.
Decedent died 14 years later, on June 4, 1993.

At the tinme of Garry's death, decedent and Garry had three
children: Donald Hendrickson, Vera Lou Klippel (Ms. Klippel),
and Janmes O Hendrickson (collectively, the children).

The value of Garry's gross estate for Federal estate tax
pur poses exceeded $4 million. The value of Garry's taxable
estate was nuch less. Garry's wll provided for a bequest to
decedent of property having a value equal to the nmaxi mum marital
deduction allowabl e for Federal estate tax purposes.* Wen Grry
di ed, the maxi mum marital deduction was equal to 50 percent of
the adjusted gross estate (subject to certain additional
adj ustnents). See sec. 2056(c), as in effect for decedents dying

before 1982. The value of Garry's bequest to decedent, and the

* The will also provided that this bequest was to include
its proportionate share of the income of Garry's estate from and
after the date of Garry's death
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marital deduction ultinmately allowed to Garry's estate, was
$2, 154, 781.

As filed with respondent, petitioner's estate tax return
reported a gross estate of $1, 107,141, a taxable estate of
$272, 756, and adjusted taxable gifts of $313.

Garry's will left the residue of his estate to the children.
Hs will specifically provided that all Garry's debts and
expenses of estate adm nistration and all inheritance and ot her
transfer taxes were to be paid fromthe residuary estate, w thout
apportionnent.

Garry's estate ultimately paid respondent and the State of
I ndi ana a total of over $1 mllion on account of estate and
i nheritance taxes. The parties agree that pursuant to Garry's
wll these taxes (and all adm nistration expenses) were the
obligation of the children, to be paid out of their shares of the
est ate.

During the 14-year period between Garry's death and
decedent's death (i.e., from 1979 to 1993) Garry's estate was
nei ther wound up nor termnated. Instead, it was adm nistered as
an unsupervi sed estate; decedent was the personal representative.
Garry's estate therefore continued to hold substantial assets and

to receive substantial amounts of income during this period.



The Hendrickson Famly Farm

When Garry died in 1979, he owned 1,804 acres of land in
VWarrick County (sonetinmes referred to hereinafter as the famly
farm. The parties agree that pursuant to Garry's wll decedent
becane entitled to an undivided 50-percent interest in this |and
and in the incone generated by the land after Garry's death.

Decedent's G fts of Famly Farm Land

Shortly after Garry died, decedent started giving her 50-
percent interest in the famly farmland to the children and
their spouses. From 1980 (the year followng Garry's death) to
decedent's death in 1993, decedent gave away part of her interest
inthe famly farmland in al nost every year, as shown in the

foll ow ng tabl e:

Nunber of acres in Decedent's ownership  Nunmber of

whi ch decedent owned i nterest, expressed acres
an undi vi ded 50- as a percentage of gi ven
percent interest at total acres in the during the
Year beqi nni ng of year famly farm year
1979 1, 804 50. 00 - 0-
1980 1, 804 50. 00 45
1981 1, 759 48. 75 54
1982 1, 705 47. 26 79
1983 1, 626 45. 07 - 0-
1984 1, 626 45. 07 152
1985 1,474 40. 85 200
1986 1,274 35.31 297
1987 977 27.08 222
1988 755 20.93 120
1989 635 17. 61 120
1990 515 14. 27 161
1991 354 9.81 185
1992 169 4. 68 - 0-

1993 169 4.68 - 0-
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gift tax returns reporting her gifts

Respondent has neither chall enged the

valuations of the |land reported on those returns nor asserted

t hat decedent nade any gifts of

periods for which returns were not fil ed.

| and during the few gift tax

On the basis of the gift tax returns filed by decedent, the

value of the famly farmland given by decedent during 1979-93

was the foll ow ng:

Year

1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992

1993

Tot al

In the foregoing table,

Number of Unused
donees Appl i cabl e excl usion
(three annual for gifts

Val ue children Val ue of excl usi on to the

of |and pl us gi ft per per t hree
given spouses) donee i ndi vi dual children
- 0- none - 0- $3, 000 $9, 000
$15, 000 6 $2, 500 3, 000 1, 500

20, 000 6 3,333 3, 000 - 0-
30, 500 6 5,083 10, 000 14, 750
- 0- none - 0- 10, 000 30, 000
55, 264 6 9,211 10, 000 2,368
53, 828 6 8,971 10, 000 3, 086
60, 313 6 10, 052 10, 000 - 0-

58, 879 6 9, 813 10, 000 561
59, 980 6 9,997 10, 000 10
58, 980 6 9, 830 10, 000 510
59, 622 6 9, 937 10, 000 189
59, 983 6 9, 997 10, 000 9
- 0- none - 0- 10, 000 30, 000
- 0- none - 0- 10, 000 30, 000
532, 349 121, 983

colum for any year

is the anbunt of annual

the doll ar amount shown in the | ast

gi ft tax exclusion
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avai l abl e for decedent's gifts to her three children during that
year that was not used to offset the land gifts.

| ncone and Losses From Fanily Farm Oper ati ons

Al t hough decedent gave alnost all her interest in the famly
farmland to her children (and their spouses) during the period
1979-93, the taxable inconme and | oss resulting fromthe
operations (or, in sone years, the rental) of the famly farm
during that period were reported on the Federal fiduciary incone
tax returns filed by Garry's estate.® These returns reported the

foll ow ng amounts of net income (or loss) fromthe famly farm

Fi scal year ending Net famly farm
2/28 or 2/29 incone (or |o0ss)
1980 ($35, 702)

1981 (166, 606)
1982 (177, 264)
1983 49, 324
1984 5, 157
1985 1, 833
1986 (3,612)
1987 (27, 906)
1988 (23, 796)
1989 (22, 166)
1990 (28, 204)
1991 (17, 402)
1992 (9, 425)
1993 (12, 807)
1994 (13, 001)

Tot al (481, 577)

> For the fiscal years ending in 1985 and 1986, al nost al
famly farminconme reported by Garry’s estate was rental incone.
For the fiscal years ending in 1987-93, the estate reported its
farminconme sinply as “other inconme”, but it also reported that
the principal activity of the famly farmwas “land rental”. For
the fiscal year ending in 1994, the estate reported its farm
i ncone on Form 4835, Farm Rental |ncone and Expenses.
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The information set forth on the inconme tax returns filed by
Garry’'s estate for its fiscal years ended in February 1980
t hrough February 1994 establishes the maxi num net anmount of funds
spent by the famly farmduring 1979-93 that was not generated by
the farmitself. This anount is referred to as the “net cash
needs” of the famly farm during 1979-93.

The famly farmused the cash nethod of accounti ng.
Therefore, the famly farm generated funds during 1979-93 in
anounts corresponding to the itens of farmincone reported on the
incone tax returns of Garry’'s estate.

Nei t her petitioner nor respondent has clained that the
famly farminformation reported on the tax returns of Garry’s
estate is inaccurate. In addition, petitioner has not identified
any unreported deducti bl e expenditures of funds by the famly
farmduring 1979-93. As a result, all deductible expenditures of
the famly farmduring 1979-93 are included in the net tax |oss
of $481,577 reported on the incone tax returns of Garry’s estate.

Wth respect to the nondeducti bl e expenditures of the famly
farmduring 1979-93, the famly farmdid purchase sone farm
equi pnent (and ot her depreciable property) after Garry's death.
However, the farm stopped purchasing equi pnent in the early
1980's. As a result, the cost of the depreciable property
acquired by the famly farmafter Garry’' s death (and not

subsequently sold by the farn) was recovered by the farmvia the
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depreci ati on deductions included in the farm s $481, 577 reported
net tax | oss.

Petitioner has not identified any nondeducti bl e expenditures
made by the famly farmduring 1979-93, other than the purchases
of depreciable property referred to above.® In addition,
petitioner asserts that at the time of decedent's death, the
value of the famly farmdid not exceed the value of the farm
land itself. Mreover, during the fiscal years ending from
February 1985 through February 1994, the famly farm s principal
activity was the rental of the famly farm |l and; depreciation and
t axes accounted for alnost all of the farmis expenses during this
peri od.

The cost of all famly farm expenditures nade during 1979-93
is therefore accounted for in the $481,577 reported tax | oss of
the famly farm

Approxi mately $171,500 of the $481,577 reported net |oss
resulted from deductions clained for the depreciation of farm
equi pnent (and other farm property) owned by Garry at the tine of
his death. Because this property was not purchased by the famly
farm the farmdid not nake any cash expenditures during 1979-93

corresponding to the depreciation deductions cl ai ned.

6 The farmdid purchase a few cows and hogs after Grry’s
death, but it sold all its livestock inits fiscal year ended in
February 1984.
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Simlarly, at the time of his death Garry al so owned certain
growi ng crops and |ivestock worth $70, 893, which were assets of
the famly farm Garry’'s estate sold these crops and |ivestock
during 1979-93, and it used all $70,893 of basis in calcul ating
the famly farminconme reported on its fiduciary inconme tax
returns. Because the famly farmdid not purchase these assets,
the famly farmrecei ved $70, 893 nore cash during 1979-93 t han
t he anount of incone reported on the sale of the assets.

The aggregate net cash needs of the famly farmduring 1979-
93 therefore did not exceed the $481,577 | oss reported on the
income tax returns of Garry's estate, |less the $171, 500 of
depreci ati on and $70,893 of basis claimed with respect to
property owned by Garry at the tinme of his death. Accordingly,
the famly farm s aggregate net cash needs for 1979-93 did not
exceed $239, 184.

Decedent's Share of Investnment Incone of Garry's Estate; Val ue of

Coal M ning Rights

In addition to the famly farm at the tine of his death
Garry owned: (1) A one-half interest in certain coal m ning
rights to 5,499 acres in G bson County, Indiana; (2) a stock
portfolio; (3) a $359,534 receivable from Hendri cksons

Enterprise, Inc. (HEl);” and (4) certain other interest-

" Hendricksons Enterprise, Inc., is an autonpbile and farm
i npl enent deal ership, nost of the stock of which was owned by
decedent and the children on the date of decedent's death.



generating investnents.
Garry's will
assets and 50 percent of the income generated therefrom

During 1979-93, Grry's estate received substanti al

of coal
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The parties agree that pursuant to

decedent becane entitled to 50 percent of these

royalties fromthe G bson County coa

payment s

mning rights. It

al so received | arge anounts of dividends and interest.

stipul ated anounts of coa

(referred to hereinafter as the investnent

royal ties,

di vi dends,

i ncone)

The
and i nterest

recei ved by

Garry's estate during 1979-93 were as shown in the second, third,

and fourth colums of the follow ng table:

Year

1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

Tot al

Tot al

Coal i nvest nent

royalties | nt er est D vi dends i ncome
$22, 736 $21, 409 $2, 725 $46, 870
30, 261 3,095 7,836 41, 192
30, 261 78 4,959 35, 298
37, 105 43, 498 4,853 85, 456
30, 883 47, 488 5, 345 83,716
414, 448 43,521 6, 992 464, 961
160, 561 54, 545 7,232 222,338
234, 664 52, 362 7,536 294,562
209, 573 40, 052 7,644 257, 269
30, 883 63, 315 8,371 102, 569
30, 883 33, 590 9,185 73, 658
- 0- 33, 344 9, 458 42,802
- 0- 25, 453 9,072 34,525
85,176 24,479 8, 998 118, 653
86, 063 1,067 8,539 95, 669
1, 403, 497 487, 296 108, 745 1, 999, 538

Decedent's
50- per cent

shar e

$23, 435
20, 596
17, 649
42,728
41, 858

232, 481

111, 169

147, 281

128, 634
51, 285
36, 829
21, 401
17, 262
59, 327
47, 834

999, 769
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By reason of having becone entitled under Garry's will to 50
percent of the coal royalties, dividends, and interest, decedent
becane entitled to $999, 769 of the investnent inconme of Garry's
estate during 1979-93, as shown in the foregoing table.

At the tinme of Garry's death, the value of the G bson County
coal mining rights was approximately $1.5 mllion; the value of
decedent's 50-percent interest in those rights was approxi mately
$750,000. By the tinme of decedent’s death, the val ue of
decedent's interest had declined to $268, 805.

Distributions From Garry's Estate to Decedent

Not wi t hst andi ng the approximately $2 mllion in investnent
inconme Garry's estate received--and the $1.8 million excess of
that income over the aggregate net cash needs of the famly
farm-Garry's estate nade few distributions to decedent during
1979-93. The Federal fiduciary incone tax returns of Garry's
estate do not claimany distribution deductions for any of the
fiscal years ending from February 1980 through February 1994.
However, respondent has conceded that $14,303 in coal royalties
was distributed to decedent as follows: $3,803 in 1979; $7,500
in 1980; and $3,000 in 1989. These were the only distributions

by Garry's estate to decedent during 1979-93.
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Expenses Attributable to Decedent's | nvestnent | ncone

Respondent has conceded that Garry's estate paid the
foll ow ng amounts of expenses attributable to the production of

the i nvestnent inconme during 1979-93:

Expenses attributable Decedent's 50-percent

Year to i nvestnent incone share of the expenses
1979 - 0- -0-
1980 $207 $104
1981 3,534 1, 767
1982 743 371
1983 4,968 2,484
1984 10, 318 5, 159
1985 315 158
1986 61, 534 30, 767
1987 5,223 2,611
1988 13, 132 6, 566
1989 12,923 6, 462
1990 5, 391 2,695
1991 6, 862 3,431
1992 7,816 3,908
1993 11, 566 5,783
Tot al 144, 532 72, 266

During 1979-93, Garry's estate paid expenses attributable to
decedent's share of its investnent incone in the anmounts conceded
by respondent, aggregating $72, 266.

Net | nvestnent Incone of Garry's Estate to Wiich Decedent Becane
Entitled During 1979-93

During 1979-93, decedent becane entitled to $913, 200 of the
i nvestnment inconme of Garry's estate, which was neither paid by
the estate to defray expenses related to the production of that

i ncome nor distributed to decedent by the estate (this $913, 200
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is sonetinmes referred to hereinafter as decedent's net i nvestnent

incone). The calculation is as follows:

Coal royalties, dividends, interest
received by Garry's estate (1979-93) $1, 999, 538

50 percent of above investnent incone,
to which decedent was entitled 999, 769

Less:
Expenses all ocable to decedent's
share of investnent incone $72, 266

| nvest nent i ncone distributed
t o decedent 14, 303 86, 569

Net undi stributed investnent incone of
Garry's estate to which decedent was 913, 200
entitled

Facts Relating to Petitioner's Primary Position--Existence of
Cained Famly Farm Partnership

There was no witten partnership agreenent between decedent
and the children concerning the operation of the famly farm

Petitioner’s Federal estate tax return did not report, as an
asset of decedent's estate, a partnership interest in the famly
farmor a partnership interest of any kind.

Petitioner's estate tax return reported | ess than $15, 000
worth of farm equi pnment as assets of decedent's estate. All this
equi pnrent was inherited fromGarry in 1979; none of it was
acquired after that date.

None of decedent's individual inconme tax returns for 1989-93
(the only incone tax returns of decedent in the record) reported

any inconme or |oss froma partnership.
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The record contains no Forns 1065 (or other partnership tax
reporting forns) relating to the clained famly farm partnership;
at | east three other pass-through entities in which decedent or
the children have an ownership interest--HEl (a subchapter S
corporation), Hendrickson Farns (a partnership), and G O Farns,
Inc. (an S corporation)--file Federal incone tax forns.

Petitioner's purported "accounting" of Garry's estate |lists
deposits nmade to and paynents made from (ot her than interaccount
transfers) the follow ng three bank accounts, which petitioner
clainms were used to conduct the business of the famly farm dd
Nat i onal Bank account No. 317015885 (the Garry estate account);

A d National Bank account No. 317013807 (the Vera Lou Kli ppel
agent account); and A d National Bank account No. 417-00-3455
(the Hendrickson Farnms account). No part of any of these three
accounts was reported as an asset of decedent's estate on
petitioner's Federal estate tax return.

In 1979 (the year of Garry’'s death), part of the famly farm
was farmed by Garry personally, and part was farned by tenant
farmers. Part of the famly farmland was still being farnmed by
tenant farmers during 1985.

For its fiscal years ending in February 1980 through
February 1986, Garry’s estate reported the follow ng anobunts of
gross farmrental income on its Federal fiduciary incone tax

returns:
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Fiscal year ending 2/28 or 2/29 G oss farmrental incone
1980 $54, 386
1981 65, 176
1982 47, 367
1983 43, 599
1984 8, 900
1985 45, 370
1986 32, 000
Year |y average 42, 400

At sone tinme after Garry’s death, the tenant farners gave up
their contracts to farm and in 1984 or 1985 Donal d Hendri ckson
began farmng the fornmerly rented famly farmland. By 1992,
Donal d Hendri ckson was farmng alnost all the | and constituting
the famly farm

On its inconme tax returns for its fiscal years ending from
February 1987 through February 1994, Garry’s estate reported the

foll ow ng anobunts of gross incone for the entire famly farm

Fi scal year ending 2/28 or 2/29 G oss incone of famly farm

1987 $16, 094
1988 9,901
1989 8, 536
1990 1,120
1991 5,391
1992 5,925
1993 2, 203
1994 1,078

Year|ly average 6, 281
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Facts Relating to Petitioner's Secondary Position--Use of
Decedent's I nvestnent | ncone To Pay Expenses of Fam ly Farm
Consi derati on Recei ved by Decedent for Any | nvestnent | ncone Not
So Used

During 1979-93, decedent becane entitled to $913, 200 of net
i nvest ment incone.

The net cash needs of the famly farmduring 1979-93 did not
exceed $239, 184.

As shown by petitioner's own "accounting” of Garry's estate,
at | east $443,000 of decedent's funds was not used to pay
decedent' s expenses.

Most of decedent's $913,200 in net investnent incone was not
used to pay famly farm expenses; the anmount of decedent's incone
so used did not exceed $239, 184.

HElI Recei vabl e

There are no notes or other witten agreenents evi dencing
any loans fromGrry's estate or decedent to HEI

The Federal estate tax return of Garry's estate reported, as
one of the assets of Garry's estate, a receivable fromHEl in the
amount of $359,534. The Federal estate tax return of decedent's
estate also reported a receivable fromHElI in the anmount of
$166, 500.

On its Federal fiduciary incone tax returns for the fisca
years endi ng February 1980 t hrough February 1994, Garry's estate

reported approxi mately $467,000 of interest incone from HEl
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According to the "accounting” of Garry's estate introduced
by petitioner at trial, the paynents Garry's estate received from
HElI during 1979-93 total ed approxi mately $411, 000. Many of these
paynents were referred to as interest in the accounting.

The paynents Garry's estate received fromHEl during 1979-93
were therefore | ess than the anobunt of interest owed by HEI
during that period.

HEI did not pay off the $359,534 receivable reported on the
estate tax return of Garry's estate.

The $166, 500 HElI receivable reported on petitioner's estate
tax return is part of the sanme receivable reported on Garry's
estate tax return.

Garry's estate did not use any of decedent's investnent
i ncone to acquire the $166,500 receivable fromHEl (or to acquire
any other receivable fromHEl during 1979-93).

Children's Perfornmance of Services for Famly Farm

During 1979-93, Donald Hendrickson and Ms. Klippel each
performed not nore than 10 hours per week of services relating to
the famly farm with values of $15 per hour and $8 per hour,
respectively. Janmes O Hendrickson did not performany materi al
services relating to the famly farmduring that period.

The aggregate val ue of the services perfornmed by the
children relating to the famly farmduring 1979-93 therefore did

not exceed $172,500 (i.e., 10 hours per week, tinmes 50 weeks per
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year, tinmes 15 years, tines the hourly rates of $15 and $8 per
hour). During this period, the children owned from 50 percent to
95. 32 percent of the land constituting the famly farm In
addi tion, decedent was, of course, the children's nother.

Land Bank Loan

On Septenber 23, 1980, Garry's estate agreed to borrow
$950, 000 from the Federal Land Bank of Louisville, Kentucky (the
Land Bank). The prom ssory note representing this |loan (the Land
Bank | oan) provided that the follow ng parties were jointly and
severally liable for repaynent of the loan: (1) Decedent, on
behal f of Garry's estate; (2) decedent, individually; (3) the
children; and (4) the children's spouses. Repaynent of the Land
Bank | oan was secured by a nortgage of nost (but not all) of the
1,804 acres constituting the famly farm

During 1979-93, approximately $1.5 million in interest and
princi pal was paid on the Land Bank |oan. This anobunt was paid
fromthe three bank accounts used by Garry's estate, into which
decedent's investnent inconme was al so deposited.

Use of Land Bank Loan Proceeds

O the $950, 000 principal anount of the Land Bank | oan,
$58, 734 was expended on a mandatory purchase of Land Bank stock
and other closing costs and fees, |eaving net proceeds of

$891, 266.
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At | east $616,864 of the $891, 266 net proceeds of the Land
Bank | oan was used to pay the taxes and expenses of @Grry's
estate. Therefore, at |east 65 percent of the gross proceeds of
the Land Bank | oan (or at |east 69 percent of the net proceeds)
was used to pay expenses that were the children's expenses, not
decedent' s expenses.

The $274, 402 renmai ni ng net proceeds of the Land Bank | oan
was di sbursed in four Land Bank checks. Three of these checks
wer e payable solely to Donald Hendrickson; the fourth was payabl e
collectively to Donald Hendrickson and the other signatories of
the note. These checks were then deposited into the Vera Lou
Kl i ppel agent account, which was owned solely by the children.
The Land Bank's | oan cl osing statenent and suppl enent al
di sbursenent report provide very general infornmation about the
use of these funds--that the funds were used to pay "l egal fees",
"operating", or (apparently) m scel |l aneous equi pnent expenses--
but provide no details of those expenses or state on whose behal f
t he expenses were paid.

Petitioner's estate tax return reported sone of the Land
Bank stock, with a value of $12,980, as an asset of decedent's

estate.
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| nterest Deductions Clainmed by Garry's Estate or Decedent
Wth Respect to Land Bank Loan

Garry's estate did not claimany interest deductions on its
Federal fiduciary incone tax returns for nost of its fiscal years
ending from 1981 through 1994. The estate clainmed an interest
deduction in excess of $3,000 for only one of these years, the
year endi ng February 1981.

Simlarly, decedent's Federal individual inconme tax returns
claimno interest deductions for any of the years 1989-93 (the
only years for which decedent's returns are part of the record).

According to the Land Bank's records, the anmount of interest
paid on the Land Bank | oan in the year ending March 1, 1981, was
$34,952; the amount of interest paid in each of the years ending
from March 1, 1982, to March 1, 1994, varied from $80,523 to
$118, 476.

Neither Garry's estate nor decedent clainmed any Federal
i ncone tax deductions for the interest on the Land Bank | oan with
respect to their 1979-93 taxabl e years.

Security for Land Bank Loan Included in Decedent's Estate

The out standi ng bal ance of the Land Bank | oan at decedent's
deat h was $825, 068.

Decedent gave away nost of her interest in the famly farm
| and during 1979-93. Therefore, at the time of her death

decedent owned little of the I and securing the Land Bank | oan.
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Petitioner's Federal estate tax return reported four tracts
of land, aggregating only 137.5 acres, as being subject to a
nortgage. A conparison of the description of these tracts on
petitioner's return with the Land Bank nortgage reveals that two
of the tracts reported on the return—tract 1102, contai ni ng
13. 33 acres, and tract 1103, containing 26.66 acres--were subject
to the Land Bank nortgage. The other two tracts-—tracts 1201 and
1202, containing 97.5 acres--were not subject to the nortgage.

Decedent's estate therefore included an interest in two
tracts of the famly farmland subject to the Land Bank nortgage:
tracts 1102 and 1103, aggregating 40 acres.

Wth respect to the value of the two tracts subject to the
nortgage, petitioner's estate tax return reported a separate
value for only one of these tracts: A value of $22,661, for
tract 1103, or a reported value of $850 per acre. The return did
not report a separate value for the other tract, tract 1102;
instead, it reported an aggregate value of $78,790, for tracts
1102, 1201, and 1202. These three tracts aggregated 110.83
acres; their reported value was therefore $711 per acre.

The val ue of the security for the Land Bank | oan included in
decedent's estate was $32,138, calculated as follows: $22,661
for tract 1103 plus $9,477 for tract 1102 ($711 per acre

mul tiplied by 13.33 acres).
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The record contains no evidence of the aggregate fair market

val ue, at decedent's death, of the famly farmland securing the
Land Bank | oan that was not included in decedent's estate.

M scel |l aneous Facts Relating to Land Bank Loan

The deeds by which decedent gave her interest in the famly
farmland to the children during 1979-93 provided that the gifts
were made subject to the Land Bank debt and that the debt was
expressly assuned by the grantees.

No clains were filed agai nst decedent's estate by the Land
Bank or by any of the signatories of the prom ssory note
representing the Land Bank | oan.

Paynents of principal and interest have continued to be nmade
on the Land Bank | oan since decedent's death. As of March 1
1998, the bal ance of the Land Bank | oan had been reduced to
$636, 814 fromthe $825, 068 bal ance at decedent's death.

Petitioner admts that, if decedent had nade nore than her
proportionate share of the Land Bank | oan paynents, she would
have been entitled to contribution fromthe other signatories of
the prom ssory note under I|ndiana | aw.

OPI NI ON

Did Decedent Make Taxable G fts of Investnment | ncone
Recei ved by Garry's Estate During 1979-937?

In the statutory notice, respondent determ ned that

decedent, as a beneficiary of Garry's estate, becane entitled to
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$711, 841 of coal royalties, dividends, and interest received by
the estate during 1980-92. Respondent al so determ ned that
decedent did not exercise her right to receive this investnent
i ncone, but instead allowed its econom c benefit to be enjoyed by
the children. Respondent further determ ned that decedent
t hereby nmade indirect gifts of the investnent incone to the
children, which gifts are "taxable gifts" for purposes of section
2503 and the other estate and gift tax provisions of the Code.

After having reviewed petitioner's responses to certain
interrogatories, respondent, by anmended answer, asserted that
decedent had becone entitled to an additional $332,945 of the
i nvestnment inconme of Garry's estate. Respondent further asserted
that decedent simlarly made taxable gifts of this additional
incone to the children. The entire increased deficiency asserted
in the amended answer is attributable to the asserted gifts of
this additional investnent incone.?

Respondent nade several concessions after the anended
answer. Respondent now mai ntains that decedent becane entitled
to a total of only $999, 769 of the investnent incone of Garry's

estate during the period extending fromGarry's death in 1979 to

8 Wth respect to the deficiency determined in the notice,
respondent's determnation is presuned to be correct; petitioner
bears the burden of proving it wong. See Rule 142(a); Welch v.
Hel vering, 290 U. S. 111 (1933). Respondent bears the burden of
proof with respect to the increased deficiency asserted in the
anmended answer. See Rule 142(a).
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decedent's death in 1993. Respondent al so concedes that decedent
recei ved $14, 303 of this income as distributions fromGarry's
estate, and that Garry's estate expended $72, 266 on expenses
related to the production of this incone.

As a result of these concessions, respondent now contends
that during 1979-93, decedent becane entitled to $913, 200 of the
i nvestnent inconme of Garry's estate, which was neither
di stributed to decedent nor spent on the costs of earning that
i ncome. Respondent further contends that decedent permtted the
children to enjoy the econom c benefit of this $913, 200, and
t hereby nade aggregate taxable gifts to the children of that
anount, al so during 1979-93.

The evi dence sustains respondent's first contention (and we
have so found). During 1979-93, decedent becane entitled to
$913, 200 of the investnent incone of Garry's estate, which was
neither distributed to decedent nor spent to produce that incone.
We now consi der whet her decedent nade taxable gifts of all or
part of that $913,200 to her children, as respondent further
cont ends.

A. Rel evance of Decedent's Taxable Gfts to This Estate Tax

Case
Section 2001(a) inposes the Federal estate tax on the
transfer of the "taxable estate" of every decedent who is a

citizen or resident of the United States. Under certain



- 30 -

circunstances, a decedent's taxable estate nay be deened to

i ncl ude property that was given away by the decedent before
death. See, e.g., secs. 2036-2038. In this case, however
respondent has not asserted that any of decedent's lifetime gifts
shoul d be included in decedent's taxable estate.

Accordi ngly, respondent has not clained that any of
decedent's $913, 200 in investnent inconme should be directly
subject to the estate tax, as part of decedent's taxable estate.
Nevert hel ess, the determ nation of the portion of the $913, 200
that was transferred by decedent, during her lifetinme, to the
children in transactions that constitute "taxable gifts" for gift
tax purposes remains relevant to this case. Under section
2001(b), the anpbunt of decedent's post-1976 "taxable gifts" is

taken into account in the calcul ati on of decedent's estate tax;

t he amount of such gifts in part determ nes the marginal rates of

tax i nposed on decedent's taxable estate. See Estate of Smth v.

Conmm ssioner, 94 T.C. 872 (1990).

Qur deci sion concerning the anbunt of decedent's lifetine
taxable gifts will also determne the anounts to be collected on
the assessnents of the related gift tax deficiencies determ ned
by respondent. Respondent has undertaken to follow the Court's
conclusions in this case in any future collection actions taken

wi th respect to those deficiencies.
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B. Broad Definition of "Taxable G ft"

The Federal gift tax applies to "the transfer of property by
gift" by any individual. Sec. 2501(a).

Section 2503 defines the anmount of an individual's "taxable
gifts". Under that section, an individual's taxable gifts for
any gift tax period neans the total amount of "gifts" made during
that period, |ess certain deductions and excl usions not rel evant
here (other than the $3,000 or $10,000 annual exclusion for gifts
to any individual, set forth in section 2503(b)).

The terns "gift" and "the transfer of property by gift"

cover a wide range of transactions. |In Conm ssioner v. \Wnyss,

324 U.S. 303, 306 (1945), the Suprene Court |aid down the
principle that Congress intended to use the term"gifts" inits
br oadest and nost conprehensive sense. The Suprene Court in
Wenyss noted the "evident desire of Congress to hit all the
protean arrangenents which the wit of man can devi se that are not
busi ness transactions within the neaning of ordinary speech”
Id. The Court in Wenyss also stated that donative intent on the
part of the transferor is not an essential elenent in the
application of the gift tax to a transfer of property. See id.
The gift tax provisions of the Code evince--and the gift tax
regul ati ons promul gated t hereunder carry out--this congressional
intent to apply the gift tax to a broad range of transactions.

See sec. 2512(b); sec. 25.2511-1(g)(1), Gft Tax Regs. Section
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2512(b) provides that, where property is transferred for |ess
t han an adequate and full consideration in noney or noney's
worth, the excess of the value of the property over the val ue of

t he consideration shall be deened a gift. The purpose of this

provision is to protect the estate tax, by treating as taxable
gifts transfers of property that deplete what otherw se would
have been included in the donor's estate at death. See

Commi ssi oner v. Wenyss, supra at 307-308.

Read literally, section 2512(b) would seemto provide that
every transfer of property for inadequate consideration is in
part a gift--including a business transaction, in which one party
sinply got the better of the deal. Notw thstanding the | anguage
of section 2512(b), however, it is clear that the gift tax does
not apply to ordinary business transactions. Section 25.2512-8,
G ft Tax Regs., provides: “a sale, exchange, or other transfer
of property made in the ordinary course of business (a
transaction which is bona fide, at armis length, and free from
any donative intent), wll be considered as nade for an adequate
and full consideration in noney or noney's worth.” Because a
busi ness transaction neeting this standard is deened to be made
for adequate consideration, it is not a gift for gift tax
pur poses--even if the consideration received by one of the

parties turns out to be inadequate. See Estate of Anderson v.

Comm ssioner, 8 T.C. 706, 720-721 (1947).
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C. The Parties' Positions--In General

Respondent's position stresses the overall effect of
decedent's conduct with respect to the assets decedent received
under Garry's will and decedent's share of the investnent incone
generated by those assets during 1979-93. According to
respondent, decedent's conduct with respect to these assets and
i ncome both depl eted decedent's taxable estate and benefited the
children, who were the natural objects of her bounty.

Respondent urges us to renenber that although decedent
received a bequest fromGarry's estate with a value of over $2.15
mllion, and al so becane entitled to $913, 200 of net investnment
i ncone during the period between Garry's death and her death,
petitioner reported a gross estate of only $1,107,141, a taxable
estate of only $272, 756, and adjusted taxable gifts of only $313.

Respondent additionally rem nds us that because Garry's
bequest to decedent qualified for the marital deduction, Garry's
estate was not required to pay estate tax on the transfer of 50
percent of its assets to decedent. Respondent, of course, has no
quarrel with this. However, it is generally assuned that the
price to be paid for the tax-free transfer of assets via the
marital deduction is the taxation of those assets in the estate

of the surviving spouse. See Estate of Cavenaugh v.

Conm ssioner, 100 T.C 407, 416 (1993), affd. in part and revd.

in part on another ground 51 F.3d 597 (5th Gr. 1995).
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Respondent does not contend that decedent had a duty to
maxi m ze her taxable estate by investing her assets and incone
w sely. An individual may consunme or even squander her property

w thout making a gift. See D ckman v. Conm ssioner, 465 U S

330, 340 (1984). In addition, respondent recognizes that
decedent's repeated use of the gift tax annual excl usion--which
enabl ed decedent to give nost of her interest in the famly farm
land to the children and their spouses, while making only $313 of
taxable gifts--was proper. Respondent correctly argues, however,
that, if decedent did not consume or squander her investnent

i ncone but instead transferred the econom c benefit of that
incone to the children (as respondent all eges), decedent nade
gifts of the incone to the children. See id.

On brief, petitioner attenpts to address respondent's
concerns about the "di sappearance” of both the assets decedent
was entitled to receive fromGrry's estate and the investnent
i ncone generated by those assets. Petitioner asserts that the
approximately $1 million excess of the value of those assets over
the val ue of decedent's gross estate is anply explained by: (1)
Decedent's gifts of $532,349 in famly farmland during 1979-93
(see supra pp. 9-10); (2) an approxi mtely $85, 000 decrease in
the value of decedent's interest in certain farm equi pnent

acquired fromGarry' s estate (see supra p. 13); and (3) an
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approxi mat el y $500, 000 decrease in the value of decedent's
interest in the G bson County coal rights (see supra p. 16).

Wth respect to the incone generated by the assets,
petitioner does not dispute that decedent becane entitled to
$913, 200 of net investnent incone during 1979-93, which was not
included in decedent's estate. Petitioner admts that decedent's
i ncone was transferred to a Hendrickson famly "pool", in which
the children had an interest; petitioner also acknow edges that
intrafam |y transactions are generally presuned to be gifts.
Notw thstanding all this, petitioner still maintains that
decedent did not nake any of the taxable gifts determ ned by
respondent.

Petitioner's position, unlike respondent's, focuses on
decedent's asserted notivation for her use of the investnent
incone. As set forth in nore detail below, petitioner argues
t hat decedent did not intend to nake any gifts, and that she
either invested or spent nost or all of her inconme to preserve
the famly farm Petitioner additionally argues that, if any of
decedent's inconme was not in fact spent on the famly farm
decedent received full consideration for that inconme in noney or
money's worth, in the formof a receivable fromHEl and the
children's provision of services to the farm

In this context, petitioner notes that Garry's famly had

lived in Warrick County, Indiana, since 1853 and that decedent
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was born and raised in the sanme area. Petitioner further notes
that Garry engaged in farmng in Warrick County for nost of his
life.

Petitioner also rem nds us that Donald Hendrickson testified
t hat decedent | oved farmng and wanted the famly farmto
continue after Garry's death. Donald Hendrickson further
testified that Garry had let the farmdecline in the years
|l eading up to his death and that at that tinme farm ng had al ready
beconme the difficult business it is today. Petitioner asserts
t hat decedent and the children therefore had to work and invest
together to preserve the famly farmand that decedent insisted
this be done.

We are of course aware that operating a famly farm can be
an extrenely demandi ng and daunting task. W are also aware that
in these tinmes a farnmer (and his famly) can work | ong and hard,
in the nost businesslike way, and yet earn no econom c profit
fromthe enterprise.

We have no doubt that the famly farmwas inportant to
decedent and the children, for many | audabl e reasons. The facts
of this case, however, do not fit the story petitioner's argunent
constructs around them Petitioner's argunment |argely expl ains
what happened to the assets decedent received fromGrry's
estate. However, it fails to explain what happened to the incone

generated by those assets.
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Petitioner clains that decedent spent nost or all of her
i nvestnment income on the famly farm either as part of a bona
fide business venture with the children or for her own account
and pl easure. W have found that decedent becane entitled to
$913, 200 of net investnment income during 1979-93. However, we
have al so found that the aggregate net cash needs of the famly
farmduring that period did not exceed $239,184. Therefore, even
i f decedent had supplied all the cash needed by the farm this
woul d only have accounted for about one-fourth of decedent's
i nvestnment inconme from@rry's estate. Accordingly, we concl ude
t hat nost of decedent's incone sinply was not spent on the famly
farm notw thstanding petitioner's contentions.® W also
concl ude that decedent did not receive the consideration clainmed
by petitioner for any investnent inconme not spent on farm
expenses.

In effect, decedent's conduct or acqui escence during the
| engthy period of adm nistration of Garry's estate--both as a

beneficiary and as personal representative--prevented the

° Donal d Hendrickson testified at trial that he personally
borrowed about $600, 000 for the expenses of the famly farm and
spent nore of his own noney than that on famly farm operations.
In light of our finding that the net cash needs of the famly
farmduring 1979-93 did not exceed $239, 184, we conclude it is
quite unlikely that Donal d Hendrickson spent such suns on the
famly farm-although he may well have spent that nmuch on sone of
the ot her Hendrickson famly farm ng operations he al so nanaged,
including a farmowned by the children that was contiguous with
parts of the famly farm
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i nvestment inconme generated by the estate's assets from reaching
decedent and becom ng part of decedent's taxable estate. As
noted above, Garry's bequest to decedent qualified for the

maxi mum marital deduction then allowable for Federal estate tax
pur poses. Decedent’s effective deflection away from hersel f of
her marital share of the investnent incone of Garry’'s estate is
i nconsistent with the policies underlying the all owance of the
marital deduction on the transfer of the assets giving rise to
that income. See sec. 20.2056(b)-4(a), Estate Tax Regs. (in
determ ning the value of an interest in property passing to the
spouse for purposes of the marital deduction, account nust be
taken of the effect of any material limtations upon the
surviving spouse's right to income fromthe property);? sec.

20. 2056(b)-5(a), Estate Tax Regs. (in order for an interest in

property to qualify as a deductible |life estate under section

10 The promul gation, in the wake of Conmi ssioner v. Estate
of Hubert, 520 U. S. 93 (1997), of proposed regul ati ons addressi ng
in detail the circunstances in which the use of estate inconme to
pay adm ni stration expenses will be considered a nateri al
limtation on the value of the residue for purposes of the estate
tax charitable and marital deductions, see secs. 20.2055-1(d)(6),
20. 2056(b)-4(e), Proposed Estate Tax Regs., 63 Fed. Reg. 69248,
69250- 69251 (Dec. 16, 1998), evidences the continuing inportance
of this issue. The “qualified termnable interest property”
(QTIP) rules, enacted in 1981—after Garry’s death in 1979—al so
evi dence Congress’ continuing concern that the surviving spouse
receive all inconme fromany property qualifying for the marital
deduction. See sec. 2056(b)(7)(B)(ii)(l) (property is not QTIP
unl ess the surviving spouse is entitled to all the incone from
the property, payable annually or at nore frequent intervals, or
has a usufruct interest for life).
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2056(b) (5), the surviving spouse nust be entitled for life to al
the incone fromthe interest, or a specific portion of the
interest).

For this and the other reasons set forth in nore detai
bel ow, we concl ude that decedent nmade taxable gifts of her
i nvestment incone as asserted by respondent on brief, except to
the limted extent that inconme was spent on famly farm expenses
properly attributable to decedent.

D. Petitioner's Primary Argunent--Decedent's Transfer of

| nvest nent | ncone WAs a Bona Fide, O di nary Busi ness
Tr ansacti on

Petitioner's primary | egal argunment is that decedent
transferred her investnent incone in the ordinary course of
busi ness, within the nmeaning of section 25.2512-8, Gft Tax Regs.
Petitioner therefore asserts that decedent did not nmake taxable
gifts of any of her investnent inconme--regardless of the
shortfall in the consideration she received for it in noney or
nmoney' s wort h.

More particularly, petitioner clainms that shortly after
Garry's death, decedent and the children fornmed a partnership to
operate the famly farm According to petitioner, under the
terms of the partnership agreenent, decedent was entitled to 50
percent of the income or loss of this partnership; the children
were entitled to equal one-third shares of the other 50 percent.

Al so according to petitioner, decedent and the children agreed to
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contribute their shares of the investnent incone of Garry's
estate to the partnership, to be used as necessary to support the
farmng activities. Petitioner further asserts that, as matters
turned out, decedent's $913, 200 of investment income was in fact
contributed to the partnership to support the | osses of the farm
oper ati ons.

As an initial response to petitioner’s argunment, we note
that there was no witten partnershi p agreenent anong decedent
and the children concerning the operation of the famly farm In
addition, the record contains no Forns 1065 (or other partnership
tax reporting forns) relating to the clained famly farm
part nershi p--al though at | east three other pass-through entities
in which decedent or the children had an ownership interest filed
Federal incone tax forns.

We also note that petitioner's Federal estate tax return did
not report, as one of the assets of decedent's estate, a
partnership interest in the famly farm It also did not report
as an asset any of the three bank accounts petitioner clains were
used to conduct the business of the farm partnership. Moreover,
with respect to any equi pnment of the partnership, petitioner's
estate tax return reported | ess than $15,000 worth of farm
equi pnent as assets of decedent's estate, all of which had been
i nherited by decedent fromGarry in 1979. Furthernore, with

respect to any inconme or |loss of the clainmed farm partnership,
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none of decedent's individual inconme tax returns for 1989-93 (the
only inconme tax returns of decedent in the record) reports any
income or |loss froma partnership.

Finally, we note that for the fiscal years ending in
February 1985 and February 1986, alnost all famly farmincone
reported by Garry’s estate was rental incone. For the fiscal
years ending in 1987 through 1993, the estate reported its farm
income sinply as “other inconme”, but it also reported that the
principal activity of the famly farmwas “land rental”. For the
fiscal year ending in February 1994, the estate reported its farm
i ncone on Form 4835, Farm Rental |ncone and Expenses. At trial,
Donal d Hendri ckson testified that in 1984 or 1985 he began
farm ng various portions of the famly farmland fornerly rented
to tenant farners, and that by 1992 he was farm ng al nost all of
the famly farmland. He also testified that the other children
and he were conducting this farmng as “tenants”.

All these facts strongly suggest that there was no famly
farm partnership of any kind anong decedent and the children,
much | ess a partnership that conducted the farm ng operations on
the famly farmland. However, even if we assunme that a farm
partnership existed in the formclained by petitioner--and al so
assune that decedent transferred her net investnent inconme to

t hat partnership--decedent’s transfers would not neet the "bona
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fide, at arms length, and free fromany donative intent"
standard set forth in section 25.2512-8, Gft Tax Regs.
Petitioner asserts that decedent contributed her investnent
income to the clained farm partnership in exchange for her 50-
percent partnership interest. |If this were true, decedent’s
transfers would not neet the standard set forth in the
regul ation, for the follow ng reason. Decedent becane entitled
to $913, 200 of investnent incone during 1979-93, net of
di stributions and expenses. Petitioner clains this entire
$913, 200 was contributed to the famly farm partnership, for use
in the operations of the famly farm However, on the basis of
the Federal fiduciary incone tax returns filed by Garry's estate,
we have found that the aggregate net cash needs of the famly
farmfor 1979-93 did not exceed $239, 184; decedent's 50-percent
"partnership share" of this | oss would not exceed $119, 592.
Therefore, if the farmpartnership existed as clai ned by
petitioner, decedent woul d have contributed at |east $793, 000
(i.e., $913,200 less $119,592) in investnent incone to the
partnership, in excess of her share of the cash needs (or | osses)
of the partnership. There is no evidence that this excess is
accounted for by any assets acquired by the clainmed partnershinp,
or by any val ue of decedent’s clained partnership interest
itself. As we have found, the famly farm stopped purchasing

farm equi pnent during the early 1980's, and the farm s personal
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property had been al nost conpletely depreciated at decedent's
death. Moreover, petitioner itself clains that decedent’s farm
partnership interest was worthless at that tine.

Petitioner argues that any excess contributions of capital
made by decedent were offset by contributions of services nmade by
the children. According to petitioner, as a result of these
contributions of services, the famly farm partnership qualifies
as an ordinary business transaction under the |long history of
favorabl e case |law dealing with the formation of famly
part ner shi ps.

I n making this argunent, petitioner relies heavily on our

decision in Fischer v. Conm ssioner, 8 T.C. 732 (1947). In

Fischer, we held that the formation (by a father and two sons) of
a partnership to carry on an established busi ness owned by the
father did not result in taxable gifts fromfather to sons, where
the father contributed nore capital than the sons, but the sons
pl anned to contribute nore future services than the father.
Petitioner argues that the facts of Fischer are "remarkably
simlar" to the facts of this case. |In response, we note that in
Fi scher, unlike the case at hand: (1) There was a witten
partnership agreenent; (2) partnership tax returns were fil ed;
(3) the partners reported partnership earnings on their
i ndi vidual income tax returns; and (4) for these reasons (anong

others) we found that a valid, bona fide partnership existed.



- 44 -

We al so note that in Fischer there was a vastly different
rel ati onshi p anong the services provided by the children, the
capital contributed by the parent, and the partnership interests
received. In Fischer the two sons had worked full tinme in the
fam |y business for nmany years before the partnership was forned,
they also continued to provide vital full-tine services to the
partnership thereafter.

In this case, Donald Hendrickson testified at trial that he
wor ked about 20 hours per week for the famly farmduring 1979-93
and that his services had a val ue of approximately $15 per hour.
Donal d Hendrickson also testified that his sister, Ms. Klippel,
performed approximately 15 to 20 hours per week of bookkeeping
services for the famly farmduring the sanme period, wth a val ue
of approximately $8 per hour. Finally, Donald Hendrickson
testified that his brother, James O Hendrickson, perforned very
few services for the famly farm

Donal d Hendri ckson also testified that during 1979-93 he was
enpl oyed full tinme as the judge of the Warrick County Circuit
Court. In addition, Donald Hendrickson had many ot her busi ness
interests, including other farmng interests. Mreover, Ms.
Kl i ppel al so had another job, and she testified at trial that she
spent only 10 to 12 hours per week working for the famly farm
For all these reasons, we have found that: (1) Donald

Hendri ckson perfornmed not nore than 10 hours per week of services
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for the famly farmwi th a value of $15 per hour; (2) Ms.
Kl i ppel performed not nore than 10 hours of services per week
with a value of $8 per hour; (3) Janes O Hendrickson perfornmed
no material services for the famly farm and (4) the val ue of
the services perforned by the children for the famly farm during
1979-93 did not exceed $172, 500.

In this case the value of the part-tine services perforned
by the children is therefore far I ess than the $913, 200
assertedly contributed by decedent to the partnership or the
$793, 000 excess of decedent's contributions over 50 percent of
the partnership's aggregate cash needs. This inbal ance between
the capital contributed by the parent and the services
contributed by the children suggests that our analysis in Goss

v. Comm ssioner, 7 T.C. 837 (1946) (formation of famly

partnership created gift, even though children agreed to
contribute substantial services, where partnership's incone was
primarily attributable to parent's contributed capital), applies
to this case, rather than our analysis in Fischer.

Moreover, in this case the relationship between the services
all egedly performed by the children and the interests they
all egedly received in the farmpartnership serves as further
proof that if the farm partnership existed, any transfers by
decedent to that partnership were neither at armis | ength nor

free fromdonative intent. The value of the services perforned
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by Ms. Klippel was approxi mately one-half the value of the
services perfornmed by Donal d Hendrickson; James O. Hendrickson
performed no material services. Despite these differences,
however, each of the three children received (also according to
petitioner) an equal 16-2/3-percent share of the partnership's
profits and | osses. This asserted awardi ng of equal partnership
shares for vastly unequal work is further evidence that the
famly farmpartnership, if it existed, was notivated by feelings
of famly solidarity, rather than ordinary business

consi derations. See Heringer v. Comm ssioner, 235 F.2d 149, 151

(9th Cr. 1956) (parents' transfer of farmland to corporation
owned by parents and their 11 children held to be gift; Court of
Appeal s found it noteworthy that all 11 children received stock
in the corporation, but only 9 of the children were partners in
the operating partnership that actually farned the |and),
vacating and remanding 21 T.C 607 (1954).

Above all, in interpreting the "ordinary business
transaction" exception to the gift tax, the pertinent inquiry is
whet her the transaction is a genui ne business transaction, as
di stinguished fromthe marital or famly type of transaction.

See Estate of Anderson v. Commi ssioner, 8 T.C. at 720. In the

case at hand, the alleged partners were a nother and her three
children. The general rule is that intrafamly transactions are

subj ect to special scrutiny and presuned to be gifts. See
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Har wood v. Conm ssioner, 82 T.C. 239, 259 (1984), affd. w thout

publ i shed opinion 786 F.2d 1174 (9th Cr. 1986). There is no
evi dence of any arm s-1ength bargaining of decedent with her
children that suggests that business purposes rather than famly
rel ati onships were the inpelling considerations. Also, as noted
above, decedent's alleged contributions to the partnership
substantially exceeded her share of the partnership's |osses; the
val ue of the services allegedly perfornmed by the children was
relatively small conpared to the value of decedent's capita
contributions; and the children allegedly received equal shares
in the partnership, although they provided substantially unequal
services. !

For all these reasons, we find that decedent did not nake
any transfers to the asserted famly farmpartnership that were

bona fide, at armis length, and free from donative intent.

11 W again note that in 1984 or 1985, Donal d Hendri ckson
began farmng the famly farmland fornerly rented to certain
tenant farners, and that by 1992, Donal d Hendrickson was farm ng
substantially all the famly farmland. Donald Hendrickson
testified that the other children and he were conducting this
farmng as tenants; he also testified that whatever profit he
made fromfarmng the famly farmland he divided 50 percent to
decedent and 50 percent to the children.

As set forth supra p. 20, the annual gross incone Garry’s
estate received fromthe entire famly farm during 1986-93, when
substanti al acreage was being farnmed by Donal d Hendri ckson, was
far less than the farmrental incone the estate received during
1979-85, when only a part of the farmwas being rented to tenant
farmers. This further suggests that if the alleged famly farm
partnership existed, it was not an arm s-1length arrangenent.
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Accordingly, we hold that the "ordinary business transaction”
exception does not apply to this case.
E. Petitioner's Secondary Argunent--Decedent Either Spent

| nvest nent | ncone on Her Owm Expenses or Received Ful
Consi deration for Any I ncone That Benefited Children

Petitioner asserts that, even if the ordinary business
transacti on exception does not apply, decedent still did not make
taxable gifts of any of her $913,200 in investnent incone.
According to petitioner, whether or not a formal partnership
exi sted, nost or all of decedent's incone fromGrry's estate was
used to pay decedent's share of the expenses of the famly farm
To the extent decedent's inconme was not used to pay farm
expenses, petitioner further argues that decedent received ful
consi deration for that inconme, in the formof a $166, 500
recei vable fromHElI and the children's provision of services to
the famly farm

In our consideration of petitioner's primary argunment, we
sinply assuned that decedent transferred her net investnent
income to the asserted famly farmpartnership. W nowtry to
determ ne what decedent (or Garry's estate) actually did with
decedent's net investnent incone. Although the record in this
case is extensive, it is unfortunately quite difficult to nmake
this determ nation, in part because there was extensive
comm ngling of estate and ot her funds anong decedent and the

chi |l dren.
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1. Petitioner's Estate "Accounting"

Petitioner's primary evidence concerning the use of
decedent's investnent inconme is a purported "accounting” of
Garry's estate, which petitioner introduced at trial. According
to petitioner, its accounting--an approxinmately 125-page
docunent--lists every deposit made to and every paynent nmade from
(other than interaccount transfers) the three bank accounts
petitioner clainms were used to conduct the business of the famly
farm Petitioner alleges these three accounts were also used to
conduct the other business of Garry’'s estate. Therefore,
petitioner asserts that the bank account information sunmarized
in the accounting proves how all inconme of Garry's estate was
spent, including any incone received by the estate for the
benefit of decedent.

We do not agree with petitioner's characterization of the
accounting. For the reasons set forth below the accounting is
not sufficiently conplete or reliable to prove how all of
decedent's investnent income (or all inconme of Garry's estate)
was spent. Moreover, whether we treat the accounting as an
adm ssion or evaluate it in light of the other evidence in the
record, petitioner's accounting in fact shows that substanti al
anounts of decedent's investnent inconme were spent on the

children's expenses, not decedent's expenses.
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2. Unreliability of Petitioner's Accounting

There are many reasons to question the reliability of
petitioner's purported accounting of Garry's estate. The
accounting covers thousands of transactions over a 14-year period
from 1979 to 1993. The accounting generally identifies these
itenms, however, only by the date of receipt or paynent and the
name of the clainmed payor or payee. In addition, the accounting
was prepared by Donal d Hendri ckson, not by an outside accountant,
and he did not keep the records on which the accounting was
based. Moreover, petitioner admts that the Hendrickson famly
never had a plan to keep a running list of whose nbney was spent
during the operation of the various Hendrickson famly
busi nesses.

Under these circunstances, it is not surprising that at
trial respondent proved, by reference to bank records and
cancel ed checks, that several transactions involving the three
bank accounts used by Garry's estate were either omtted from
i naccurately described in, or inaccurately classified by,
petitioner's accounting, including one transaction involving
$100, 000.

There is a nore fundanental problemw th petitioner's
accounting, however, than the errors and om ssions detected by
respondent. The three bank accounts described in the accounting

were not used solely to receive the joint incone, and to pay the
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joint obligations, of decedent and the children. They were al so
used to receive incone that belonged solely to the children and
to pay obligations for which the children were solely
responsi bl e.

Because of this conmm ngling, the proper classification of
t he thousands of transactions listed in petitioner's accounting
as "children's expenses”, "joint expenses", or "decedent's
expenses" is of vital inportance. The classifications presented
in petitioner's accounting were perfornmed entirely by Donal d
Hendri ckson. Because the books reviewed by Donal d Hendri ckson
had cl assified the bank account itens only as noney comng in or
nmoney going out, he was required to performthese
classifications, and the resulting allocations, largely on the
basis of his recollections of the purposes of the transactions.
In addition, Donald Hendrickson generally reviewed only check
regi sters, rather than the cancel ed checks. Mreover, we again
note that the accounting concerns thousands of transactions over
14 years and that Donal d Hendrickson did not hinself keep the
records on which the accounting is based.

For all these reasons-—-and w thout suggesting any
di shonesty--we believe that petitioner's accounting is not
reliable enough either to establish the precise anount of
decedent's expenses paid by Garry's estate or to serve nore

generally as a conplete "accounting” of Garry's estate.
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3. Petitioner's Accounting Shows That Mich of Decedent's
| nvest nent | ncone Ws Spent on Children's Expenses

Al t hough petitioner's "accounting” is not sufficiently
reliable to show exactly how the incone of Garry's estate was
spent, it is still quite useful. Wether we treat the accounting
as an adm ssion by petitioner or evaluate it in light of the
ot her evidence in the record, the accounting corroborates our
conclusion that the bul k of decedent's investnent incone was not
spent on the famly farm It also strongly suggests that nuch of
decedent's inconme was in fact used to pay the children's
expenses, rather than decedent's expenses.

Petitioner's accounting clearly shows that at |east $443, 000
of decedent's funds was not used to pay decedent's expenses
during 1979-93. It also clearly shows that the three bank
accounts of Garry's estate summarized in the accounting were used
to pay mllions of dollars of the children's expenses during
1979-93. For exanple, petitioner's accounting shows that over
$1.5 million of expenses explicitly identified as "Children's
Expenses” was paid fromthe estate's accounts during 1979-93.

The accounting al so shows that approximately $1,575, 000 of
principal and interest on the Land Bank | oan was paid fromthe
estate's accounts during the sane period. Because petitioner
admts that nost of the proceeds of the Land Bank | oan were used

to pay the children's expenses, petitioner concedes on brief that
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82.5 percent of these | oan paynents (approxi mately $1, 340, 000)
was the children's expenses.

As a result, petitioner's own accounting shows that the bank
accounts of Garry's estate were used to pay over $2.8 mllion of
the children's expenses during 1979-93. It also shows (as noted
above) that those bank accounts received over $443, 000 of
decedent's funds that were not used to pay decedent's expenses.
For these reasons, petitioner's accounting strongly suggests that
| arge anounts of decedent's investnent incone were used to pay
the children's expenses during 1979-93. 12

4. Decedent Did Not Recei ve Consideration d ai ned by
Petitioner for Any I ncone Not Used To Pay Farm Expenses

Petitioner argues that, even if sonme of decedent's
i nvestment inconme was not used to pay famly farm expenses,
decedent did not nmake taxable gifts of that inconme. According to
petitioner, decedent received full consideration for any incone
not spent on the farm in the formof: (1) A $166,500 receivable
fromHEl; and (2) the children's performance of substanti al
services for the famly farm

Wth respect to the HElI receivable, we note that Garry's

estate tax return and petitioner's estate tax return each

12 Petitioner essentially admts on brief that the anount of
the children's expenses paid out of the three bank accounts of
Garry's estate exceeded the amobunt of the children's incone
recei ved by those accounts.
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reported a receivable fromHEl as an asset of the estate.
Petitioner clains that the two returns did not refer to the sane
recei vable. According to petitioner, HEl paid off the $359, 534
receivable reported on Garry's estate tax return over several
years following Garry's death, and the $166, 500 receivabl e
reported on petitioner's return was a new asset acquired
subsequently by Garry's estate on behal f of decedent.

The evi dence does not support petitioner's assertions. To
the contrary, it shows that the sane receivable was reported on
both returns. Having found that none of decedent's funds were
used by Garry's estate to acquire a receivable fromHEl during
1979-93, we have al so found that decedent received no
consideration for her investnent inconme in the formof a
recei vabl e from HEl .

Wth respect to the children's provision of services to the
famly farm we have found that Donal d Hendrickson and Ms.

Kl i ppel performed sone services during 1979-93 wth respect to
the operations of the famly farm However, we now hol d that

t hese services do not constitute "consideration" for decedent's
i nvestnment income within the neaning of the gift tax, for the
foll ow ng reasons.

The children owned 50 percent of the famly farmland after
Garry's death in 1979. Their ownership of the farmland then

i ncreased continuously until 1992, when it reached 95. 32
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percent. Therefore, to a great extent, the children's services
were performed on (or with respect to) their own |and and did not
substantially benefit decedent.

In addition, the children were, of course, decedent's
children. The children worked only part tine for the famly
farm and their services were not of great value. To the extent
the children's services benefited decedent, the services were
well within the range of activities children in the prine of life
normal ly performfor their elderly parents, out of |ove and
affection. Mreover, there is no credible evidence that the
children's services were bargained for; i.e., that decedent
agreed at armls length to exchange sone of her investnent incone
for any services perforned.

A transfer of property does not constitute a gift to the
extent consideration in noney or in noney's worth is received in
exchange therefor. See sec. 2512(b). However, in order for
consideration to be taken into account for gift tax purposes, it
nmust benefit the transferor; detrinent to the transferee i s not

sufficient. See Commi ssioner v. Wenyss, 324 U S. at 307-308. I n

addi tion, the consideration nust be bargained for, at least in

the famly context. See Rohnmer v. Comm ssioner, 21 T.C 1099,

1103-1104 (1954) (wife's asserted professional services rendered

W th respect to husband/author's novel were not consideration for
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husband's transfer of certain literary rights, in the absence of
proof that the services were bargained for).

As we have noted, the children's services were perforned
primarily with respect to their own |and, and there is no
evi dence their services were bargained for. Therefore, we find
that the children's services do not constitute consideration for
purposes of the gift tax; they do not offset any use of
decedent's incone for the benefit of the children.

5. No Land Bank Loan Paynents Wre Decedent's Expenses

Petitioner admts that 65 percent of the proceeds of the
Land Bank | oan was used to pay the taxes and adm nistration
expenses of Garry's estate. Petitioner further admts that under
Garry's will the children were responsible for these paynents.

Petitioner clains that the remaining 35 percent of the |oan
proceeds was used to pay the expenses of the famly farm
Because petitioner believes one-half of the farm expenses were
decedent's expenses, petitioner clains that 17.5 percent of the
| oan proceeds was used to pay decedent's expenses. As a result,
petitioner asserts that 17.5 percent of the Land Bank | oan
paynents nade during 1979-93 (approxi mately $276, 000) shoul d be
considered to be decedent's expenses, the paynent of which by
decedent woul d not be a taxable gift.

The evi dence suggests that even nore than 65 percent of the

| oan proceeds was used to pay the taxes and adm ni stration
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expenses of Garry's estate. For this reason, we have found that
"at | east" 65 percent of the proceeds was so used.

The evi dence concerning the net | oan proceeds not used to
pay such taxes and expenses is |less clear. The Land Bank's
records provide few details about the use of these proceeds. It
is clear, however, that sonme of these proceeds were disbursed by
t he Land Bank using checks payable solely to Donal d Hendri ckson.
It is also clear that all net proceeds not used to pay the taxes
and expenses of Garry's estate were deposited in the Vera Lou
Kl i ppel agent account, which was owned solely by the children.
In addition, other than the unsubstantiated testinony of Donald
Hendri ckson, there is no evidence that nore than a de mnims
anount of the |oan proceeds was used to pay expenses of the
famly farmor was otherw se received by or used for the benefit
of decedent.®®

The note representing the Land Bank | oan provided that
decedent was jointly and severally liable for repaynent of the
| oan. However, the deeds by which decedent gave away nost of her
interest inthe famly farmland during 1979-93 expressly
provi ded that the grantees assuned the Land Bank debt to which

the transferred | and was subject. As a result of these

13 Petitioner's estate tax return did report sonme of the
Land Bank stock, with a value of $12,980, as an asset of the
est at e.
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assunptions by the children (and their spouses), decedent
effectively becane a guarantor, rather than a co-obligor, with
respect to nost of the Land Bank | oan.

In addition, the evidence shows that neither decedent nor
Garry's estate clai ned any deductions for Federal incone tax
purposes with respect to the interest on the Land Bank | oan.
This strongly suggests that the signatories to the | oan did not
consi der decedent to be the true obligor of the |loan. See sec.
20. 2053-6(f), Estate Tax Regs. (an enforceabl e agreenent between
spouses concerning the allocation of their joint incone tax
l[tability may limt the anmpount of incone taxes allowable as a
cl ai m agai nst the estate, notw thstanding the spouses' joint and
several liability for the taxes to the Conmm ssioner).

For all these reasons we find that the Land Bank | oan
paynments were not decedent’s expenses.

6. Decedent's Inconme WAs Not Used To Pay Decedent's Share
of Expenses of Any Busi ness G her Than Fanmly Farm

The bul k of petitioner's argunent and evi dence concerns the
asserted use of decedent's investnent incone to pay the expenses
of the famly farm to purchase an HEl receivable, or to induce
the children to performservices for the famly farm On brief,
however, petitioner attenpts to nuddy the waters by suggesting
that sonme of decedent's funds may have been used to pay

decedent's share of the expenses of Hendrickson fam |y busi nesses
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other than the famly farm Petitioner's brief even asserts at
one point that the famly, including decedent, pooled all its
resources and contributed themto the famly busi nesses,
including the famly farm

W reject this attenpt to confuse the issues. There sinply
is no evidence that decedent's investnent incone was used to pay
decedent's share of the expenses of any fam |y business other
than the famly farm Indeed, elsewhere in its brief petitioner
states that "There is no testinony fromany party that Ona's
[ decedent' s] noney was not used for the farm"* By contrast,
there is a great deal of evidence that decedent and the children
did not pool all their assets and in fact owned several business
interests separately. For exanple, although decedent owned the
famly farmland as a tenant in common with the children, it is
undi sputed that decedent al so owned other farm|and outright and
that she treated the incone fromthat |and as her separate
property. As another exanple, the parties have stipul ated that
the children had a farm ng partnership, in which decedent was not
a partner; they have also stipulated that Donald Hendrickson, his
wi fe, and his son owned a farm ng corporation, in which decedent

was not a shar ehol der

14 Respondent did not present any wi tnesses at trial.
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For all these reasons, we find that none of decedent's

i nvestment incone was used to pay decedent's share of the
expenses of any fam |y business other than the famly farm
F. Decedent Gave Her Investnent Incone to Children As
Asserted by Respondent on Brief, Except to Limted

Extent | ncone WAs Used To Pay Decedent's Share of
Expenses of Fanmly Farm

On the basis of our conclusions set forth above and our
review of the entire record, we find that decedent nmade gifts of
her $913,200 in investnent incone to the children as asserted by
respondent on brief, with one exception.

Contrary to petitioner's position, we have found that nost
of decedent's investnment inconme was not expended on the famly
farm Contrary to respondent's position, however, we find that
at | east sone of decedent's incone was used to pay famly farm
expenses; we also find that at | east sone of those expenses were
properly attributable to decedent. Because the evidence has not
establ i shed the preci se anobunt of decedent's farm expenses, we
bel i eve we should estinmate that amount, and reduce decedent's
gi fts correspondingly, under the principle set forth in Cohan v.

Conmm ssioner, 39 F.2d 540 (2d G r. 1930). See Pascarelli v.

Comm ssioner, 55 T.C. 1082, 1087-1088, 1096 (1971), in which we

applied the Cohan principle to estimte an anount of transferred

funds that did not constitute a gift, because it was used by the
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transferee, at the direction of the transferor, to pay the
transferor's expenses.

We have found that the net aggregate cash needs of the
famly farmfrom 1979 to 1993 did not exceed $239, 184. W
bel i eve, however, that even if decedent's investnent income had
been used to pay this entire anount, only a portion of the anount
shoul d be considered to be decedent's expenses, for the follow ng
reason.

Petitioner asserts that an individual may consunme her own
inconmre as she wi shes, without making a taxable gift. Petitioner
al so clainms that decedent deeply desired to preserve the famly
farm Accordingly, petitioner asserts that decedent, who had
both enotional and ownership interests in the famly farm| and,
coul d have spent as nuch noney as she wanted on the farm w t hout
making a taxable gift--even if she received no pecuniary return
on her investnent.

As a general principle, petitioner is undoubtedly correct
that an individual is under no duty to invest her property
productively. Indeed, an individual may consune or even squander

her property without making a gift. See Dickman v. Conmm Ssioner,

465 U. S. at 340. However, when an individual transfers her
property (or the use of her property) to nenbers of her famly

wi t hout receiving adequate consideration for it in noney or
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nmoney's worth, she has made a gift. See sec. 2512(b); D cknman v.

Conmi ssi oner, supra.

More relevant to this case, one nmay spend her noney on her
own real estate without making a gift. However, when she spends
her funds on soneone else's real estate, w thout receiving
adequat e consi deration, she has nade a gift to that other person.

See Pascarelli v. Conmm ssioner, supra at 1099 (man's paynent of

| andscapi ng and renovati on expenses for house owned solely by
woman held to be gift fromman to woman, even though both |ived
in the house).

Shortly after Garry's death, decedent began a program of
giving her interest in the famly farmland to the children. As
a result, decedent's ownership of the farmland declined from 50
percent of the land in 1979 to 4.68 percent in 1992. For this
reason, only a small portion of the expenses of the famly farm
represents expenses properly attributable to decedent for gift
tax purposes.

On average, decedent owned approximately 31 percent of the
famly farmland during the period in issue, 1979-93. The
aggregate net cash needs of the famly farmduring this period
did not exceed $239,184. W therefore estimte that during 1979-
93, approximately $74,147 (31 percent of $239,184) of decedent's
i nvestment inconme was used to pay famly farm expenses properly

attributable to decedent. D viding this anmount by the 15
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cal endar years in the period at issue produces an anmount of
approxi mately $4, 950 per year.

We therefore hold that during 1979-93, decedent gave her
$913, 200 in investnent income to the children as asserted by
respondent on brief, except that the anount of the gifts asserted
by respondent should be reduced by $4,950 per year!® on account
of noneys spent by Garry's estate on decedent's share of the cost
of operating the famly farm?16

We realize that this approach only roughly estinmates the
anount of decedent's investnent incone actually spent on famly
farm | and owned by decedent during each of the 15 years in issue.
However, the Cohan rul e recogni zes that the true injustice would
be to take an all-or-nothing approach, because of a failure of

proof. It also contenplates that we may bear down, if we so

15 1 n applying the unused annual gift tax exclusions to
whi ch decedent was entitled (see supra p. 10), this anmount shoul d
be divided equally anong the three children; i.e., the asserted
gifts to each of the three children should be reduced by $1, 650
per year.

16 As di scussed above, we have not treated any of the Land
Bank | oan paynents as decedent's expenses. However, we have
found that the amount of decedent's investnent inconme used to pay
decedent's share of the famly farm expenses during 1979-93 was
equal to decedent's full share of the aggregate net cash needs of
the famly farmfor that period. For this reason, if we had
found that any Land Bank | oan proceeds had been used to pay
decedent's share of the farm expenses, we would al so have found
that | ess of decedent's investnent incone had been so used.

17 See Cerling Intl. Ins. Co. v. Conmi ssioner, 98 T.C. 640,
(continued. . .)
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choose, on the taxpayer whose inexactitude is of his own making.

See Cohan v. Conmi ssioner, 39 F.2d at 543-544.

We again note that the funds of Garry's estate were
comm ngled wth funds owned solely by the children. For this and
ot her reasons, petitioner's purported accounting of Garry's
estate is unreliable and sinply does not permt us to determ ne
the anount of famly farm expenses actually paid wth decedent's
funds. It also falls far short of the kind of accounting usually
expected of a fiduciary with respect to the funds under his
control

1. Is Petitioner Entitled To Deduct a Portion of Land Bank Loan
as Unpaid Mortgage?

In 1980, Garry's estate agreed to borrow $950,000 fromthe
Land Bank. According to the prom ssory note, eight parties
(i ncludi ng decedent individually and as personal representative
of Garry's estate, the children, and the children’s spouses) were
jointly and severally liable for repaynent of the Land Bank | oan.

These parties al so executed a nortgage to secure the | oan. The

(... continued)
659 (1992), where, after applying the rule set forth in Cohan v.
Comm ssioner, 39 F.2d 540 (2d G r. 1930), we wote that "W are
satisfied that these seemngly arbitrary hol di ngs conport with
t he adnonition of Judge Learned Hand in Conmm ssioner v. Maresi
[citation omtted], that 'The one sure way to do injustice * * *
is to allow nothing whatever upon the excuse that we cannot tel
how much to allow .’
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nort gage covered nost (but not all) of the 1,804 acres
constituting the famly farm

At decedent's death, the outstanding bal ance of the Land
Bank | oan was $825,068. Petitioner clained on the estate tax
return that this entire bal ance was deductible from decedent's
gross estate, in part as a "claimagainst the estate" under
section 2053(a)(3) and in part as an "unpaid nortgage" under
section 2053(a)(4). On brief, petitioner concedes that its
original position was incorrect. Petitioner now seeks a
deduction only for an "unpai d nortgage" under section 2053(a)(4)
in the amount of $88,109. Respondent maintains that no deduction
is allowable.

Section 2053(a)(4) allows a deduction fromthe gross estate
for "unpaid nortgages" on property. The nortgage for the Land
Bank | oan i s unquestionably an unpaid nortgage, to the extent of
t he $825, 068 out st andi ng bal ance at decedent's death. However,
the limtations on the unpaid nortgage deduction thwart even
petitioner’s reduced claim as explained bel ow

A. Value of Security Included in Decedent's Estate

Section 2053(a)(4) by its terns applies to an unpaid
nortgage on property "where the val ue of the decedent's interest
t herei n, undi m ni shed by such nortgage * * * is included in the
val ue of the gross estate”". W have interpreted and applied this

| anguage to hold that where the value of the property securing



- 66 -

the nortgage is not included in the gross estate, the nortgage is

not deducti bl e under section 2053(a)(4). See Estate of Courtney

v. Comm ssioner, 62 T.C 317, 323-324 (1974).

It is not entirely clear how section 2053(a)(4) should be
applied when only a part of the security for a nortgage is
included in a decedent's gross estate. W have held, however,
that the deduction may in no event exceed the anobunt of the

security included in the estate. See Estate of Fawcett v.

Conm ssioner, 64 T.C. 889, 897 (1975).

According to petitioner, decedent's estate included sone of
the | and subject to the Land Bank nortgage, with a fair market
val ue at decedent's death of $101,451. Because the original
princi pal anbunt of the Land Bank | oan was $950, 000, petitioner
asserts the land included in decedent's estate represented 10. 68
percent (i.e., $101, 451 divided by $950,000) of the security for
the loan. As a result, petitioner also asserts it is entitled to
a section 2053(a)(4) deduction in an anmpbunt equal to 10. 68
percent of the $825, 068 bal ance outstanding at decedent's death,

or $88, 109. 18

8 1n perform ng these cal cul ations, petitioner apparently
assunmed that the value, at decedent's death, of all the security
for the Land Bank | oan was equal to the $950, 000 ori gi nal
princi pal amount of the |l oan. The record, however, contains no
evi dence of the value of the land securing the |oan that was not
included in decedent's estate.



- 87 -

Petitioner's estate tax return reported four tracts of |and
as being subject to a nortgage, with an aggregate reported val ue
of $101,451. Petitioner's brief asserts that the nortgage
referred to was the Land Bank nortgage. However, by conparing
the description of the four tracts on petitioner's estate tax
return with the Land Bank nortgage, we have found that only two
of the tracts reported on the return-—tract 1102, contai ni ng
13.33 acres, and tract 1103, containing 26.66 acres--were in fact
subj ect to the nortgage.

Wth respect to the value of the tracts subject to the Land
Bank nortgage, petitioner's return reported a separate value for
only one of these tracts (a value of $22,661, for tract 1103).
The return reported a conbi ned val ue of $78,790 for three other
tracts, including tract 1102, the second tract subject to the
Land Bank nortgage. By assumng that these three tracts had the
sane per-acre value, we have estimated that the value of tract
1102 was $9, 477.

For all these reasons, we have found that only $32,138 of
the security for the Land Bank | oan was included in decedent's
estate. Therefore, petitioner's section 2053(a)(4) deduction
could in no event exceed $32,138--even if the other requirenents

set forth below were satisfied. See Estate of Fawcett v.

Conmi ssi oner, supra at 897.




- 68 -

B. Uncertainty That Land Bank Loan WII|l Ever Be Paid by
Decedent's Estate

An item may be deducted under section 2053 even if its exact
anount is not known, provided it is ascertainable with reasonable
certainty, and wll be paid. See sec. 20.2053-1(b)(3), Estate
Tax Regs. However, no deduction may be taken on the basis of a
vague or uncertain estimate, or for a debt that will not in fact

be paid. See id.; Estate of Courtney v. Conm SSioner, supra at

319- 323.

As Donal d Hendrickson testified at trial, if decedent had
paid nore than her allocable share of the Land Bank | oan, she
woul d have been entitled to seek contribution from her co-
obligors. As explained below the value of decedent's
contribution rights nmust be taken into account in determ ning the
al | owabl e anbunt of petitioner's deduction for the Land Bank
| oan. However, under the circunstances of this case, petitioner
has not established (and it is inpossible for us to determ ne)
the value of those contribution rights. For this reason (and the
ot her reasons discussed below), it is inpossible to estimte
petitioner's liability for the Land Bank | oan with reasonabl e
certainty, and no deduction is all owed.

1. Petitioner's Section 2053 Deducti on Miust Be Reduced on
Account of Decedent's Contribution Rights

Decedent individually was but one of eight parties who were

jointly and severally liable for repaynent of the Land Bank | oan.
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As a result of this joint liability, decedent would have been
entitled under Indiana |aw to paynents from her co-obligors, if
she had paid nore than her share of the Land Bank | oan. See Ind.
Code Ann. sec. 26-1-3.1-116(b) (M chie 1999).

The purpose of the deduction for unpaid nortgages (and
generally for clains against the estate) is to ensure that the
estate tax is inposed on the net anmpbunt of wealth a decedent can

transmt to his or her heirs. See Estate of Courtney V.

Conm ssi oner, supra at 321. To achieve this purpose, where a

decedent was jointly and severally liable for a debt at the tine
of death, the decedent's estate is not allowed to deduct the
entire debt; instead, the estate's section 2053 deduction is
adjusted to take account of the decedent's right of contribution

fromhis co-obligors. See Parrott v. Conmi ssioner, 7 B.T.A 134

(1927), affd. 30 F.2d 792 (9th Cr. 1929). This may be done
directly, by limting the decedent's section 2053 deduction to
t he amount of the joint and several debt, |less the value of the
decedent's contribution rights. It may al so be done indirectly,
by allow ng the decedent a deduction for the full anount of the
debt, but by including the value of the decedent's contribution
rights in the value of the gross estate. See id. at 138.

In this case, the value of decedent's right to seek
contribution has not been included in decedent's gross estate.

Therefore, the amount of petitioner's section 2053 deduction nust
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be adjusted to take into account the val ue of decedent's
contribution rights.

2. The Value of Decedent's Contribution R ghts Cannot Be
Det er m ned

O course, it is not always easy to determ ne the val ue of
contribution rights. |In sone cases, we have sinply held that
each co-obligor would contribute a proportionate share of the
debt, based on the nunber of obligors. See, e.g., Estate of

Atkins v. Conm ssioner, 2 T.C 332, 346-347 (1943) (decedent was

one of three debtors; held, because of contribution rights,
estate's deduction limted to one-third of original amunt of

debt, |l ess anobunts decedent had previously paid); MCue v.

Commi ssi oner, a Menorandum Qpi nion of this Court dated Mar. 4,
1946 (decedent was one of 15 parties liable for a tax claim
hel d, because taxpayer had not proved val ue of contri bution
rights, estate's deduction |imted to one-fifteenth of anount of
claim.

In this case, we cannot determ ne the value of decedent's
contribution rights on the basis of the nunber of obligors,
because nmuch of decedent's share of the Land Bank | oan has been
assunmed by the children and their spouses.

As noted above, by the tinme of her death decedent had gi ven
away all but 4.68 percent of the land constituting the famly

farm The deeds by which decedent nade these gifts expressly
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provi ded that the grantees assuned the Land Bank debt to which
the transferred | and was subject.

As a result of these assunptions by the children (and their
spouses), decedent effectively becane a guarantor, rather than a
co-obligor, wth respect to nost of the Land Bank | oan. Because
a guarantor's rights to contribution (or subrogation) are greater
than a co-obligor's, it would be inappropriate to determne the
val ue of decedent's contribution rights by reference to the

nunmber of obligors on the Land Bank | oan. See Estate of Theis v.

Conmm ssioner, 770 F.2d 981 (11th Cr. 1985) (section 2053
deduction denied in its entirety where decedent was only
secondarily |iable, because decedent had 100-percent right of
contribution fromprimary debtor), affg. 81 T.C. 741 (1983).

3. Decedent's Status as @arantor or "Accommodation" Party

In addition to the assunptions of debt by decedent's
transferees, there is other evidence that suggests decedent
functioned |argely as a guarantor or "accompdation"” party with
respect to the Land Bank | oan.

First, even petitioner clains that only 17.5 percent of the
proceeds fromthe Land Bank | oan was used for decedent's benefit.
In addition, all of the net |oan proceeds not used to pay the
taxes and expenses of Garry's estate were deposited in the Vera
Lou Kli ppel agent account, which was owned solely by the

children. Moreover, other than the unsubstanti ated testinony of
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Donal d Hendri ckson, there is no evidence that nore than a de
mnims portion of the proceeds was in fact used for decedent’s
benefit.

Second, no claimwas filed agai nst decedent's estate with
respect to the Land Bank | oan by either the Land Bank or any of
decedent's co-obligors.

Third, paynents have continued to be made on the Land Bank
| oan since decedent's death. |In fact, as of March 1, 1998, the
bal ance of the Land Bank | oan had been reduced to $636, 814 from
t he $825, 068 bal ance at decedent's death. Petitioner has not
clainmed that it nmade or contributed to any of these paynents.

Fourth, neither decedent nor Garry's estate deducted any of
the interest paynents on the Land Bank | oan. This suggests that
the parties to the loan did not regard decedent as a real obligor
of the I oan.

C. Conclusion Re Unpaid Mrtgage Deduction

In Estate of Theis v. Conm ssioner, supra, we were required

to consider the availability of a deduction for joint and several
debt, where the security for the | oan was included in the
decedent's estate. W held that no unpaid nortgage deduction was
al | owabl e, because the decedent was in fact a guarantor or
accommodation party, rather than a true co-obligor. See id. at

748- 751.
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As noted above, in this case: (1) The children and their
spouses expressly assuned nost of decedent's share of the Land
Bank | oan; (2) decedent had rights of contribution (or
subrogation) agai nst her co-obligors on the Land Bank | oan, but
we are unable to determ ne the value of those rights; (3)
petitioner admts that nost of the proceeds of the Land Bank | oan
did not benefit decedent, and there is little evidence that nore
than a de mnims portion of the proceeds benefited decedent; (4)
paynments have continued to be made on the Land Bank | oan since
decedent's death; (5) neither Garry's estate nor decedent
deducted the interest on the Land Bank | oan; (6) no clains were
filed agai nst decedent's estate with respect to the Land Bank
loan; and (7) only a small portion of the security for the Land
Bank | oan was included in decedent's estate.

On the basis of all these facts and circunstances, we hold
that petitioner is not entitled to any deduction for the Land
Bank | oan under section 2053(a)(4), even though a small portion
of the security for the |l oan was included in decedent's estate.

See Estate of Theis v. Comnm ssioner, supra; Estate of Courtney V.

Conmi ssioner, supra; cf. Estate of Fawcett v. Conm ssioner, 64

T.C. 889 (1975) (Comm ssioner's determ nation that one-half of
joint and several debt was deductible as an unpaid nortgage was

not disturbed); Estate of Scofield v. Conm ssioner, T.C Meno.

1980-470 (estate's unpaid nortgage deduction, reduced by val ue of
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decedent’ s right of subrogation, held proper where decedent
guar ant eed secured debt; property securing debt was distributed
to decedent's son (the prinmary debtor) by the estate, subject to
the nortgage; and the giving of the guaranty was not a gift).

[, Unused Excl usi ons Avail able as Conceded in Respondent's
Brief: Ofset and Deduction for Gft Taxes Pavyabl e

Respondent admts that decedent's gifts of farmland during
1979-93 did not consune all of decedent's annual gift tax
exclusions for gifts to the children. Accordingly, on brief
respondent has conceded that in determning the taxable gifts
made by decedent, the anmounts of unused excl usion shown in the
table in our findings of fact, see supra pp. 10-11, should be
taken into account.

By contrast, petitioner contends that the excl usions
avai | abl e shoul d be twi ce the amunts shown in the table.
Petitioner apparently believes that if any additional gifts were
made by decedent, they were nade to six donees (presumably, to
the children and their spouses) rather than to three.

Petitioner has offered no evidence that decedent intended to
gi ve anything other than the famly farmland to the children's
spouses. Moreover, the assertion that the investnent incone at
i ssue herein was transferred to anyone other than the children is
totally inconsistent with petitioner's primary argunent, which is

that all anmounts at issue were consuned by a bona fide business
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venture owned entirely by decedent and the children. It is also
i nconsistent with the evidence introduced to support that
ar gunent .

For these reasons we find that the amounts of unused annual
excl usion avail able are those shown in our findings of fact.

The amount of decedent's taxable gifts redetermned in this
opinion will increase the anobunt of estate tax due from
petitioner, because it will increase the anount of petitioner's
"tentative" estate tax conputed under section 2001(b)(1).
However, the amount of gift tax that woul d have been payabl e on
those gifts, whether or not actually paid, wll offset part of
this increase in tax, because it will increase the "hypothetical™
gift taxes payable for purposes of section 2001(b)(2). See

Estate of Smth v. Conm ssioner, 94 T.C. 872 (1990). O course,

if petitioner ultimately pays any gift taxes associated with the
gifts at issue herein, petitioner will be entitled to additional
deductions fromthe gross estate on account of those taxes. See
sec. 2053; sec. 20.2053-6(d), Estate Tax Regs.

To reflect all the foregoing,

Deci sion will be entered

under Rul e 155.




